Journal of Accountancy
Volume 42

Issue 6

Article 2

12-1926

Treatment of Replacement Reserve Funds
Carl H. Nau

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons

Recommended Citation
Nau, Carl H. (1926) "Treatment of Replacement Reserve Funds," Journal of Accountancy: Vol. 42 : Iss. 6 ,
Article 2.
Available at: https://egrove.olemiss.edu/jofa/vol42/iss6/2

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

Treatment of Replacement Reserve Funds
By Carl H. Nau

The Journal of Accountancy for July, 1926, page 40, con
tains the comments of an officer of a public-utility company upon
the suggestions of a consulting engineer for a public-utility com
mission who is said to have recommended that a public utility
be required to deposit its replacement reserve funds in a separate
bank account, instead of being permitted to invest such funds
in extensions and additions to the property. The readers of
The Journal were invited to express their views as to the treat
ment of this important factor in the balance-sheet of a public
utility. This invitation was accepted by George S. Call, and
in the August issue of The Journal, page 144, there was printed
a letter from him in which he expresses agreement with the officer
of the public-utility company as to the folly and economic waste
involved in depositing such funds at a low rate of interest instead
of reinvesting them in the property, where they would probably
produce a larger return. However, he takes issue with the public
utility officer in his statement that the public has no interest in
the earnings from such a fund. My attention has been called
to both of these articles, with the request that I write a memo
randum for The Journal on the treatment of replacement reserve
funds.
(1) It would not seem that there could be controversy regard
ing the contention of the public-utility officer that a utility is
entitled to a rate for service which will reimburse it for
(a) Operating expenses, including current maintenance and
taxes
(b) Reimbursement to the company for current general
destruction of its property by usage or abandonment
(c) Interest return on the fair value of the property (the
only disagreement arises over the rate of interest)
(2) If the return is based upon the cost of the property (or
upon its fair value from a date specific at which public regulation
of rates and all future accruals to replacement funds begin) then
the return from the investment of the replacement reserve funds
has no bearing in any computation for the establishment of rates
for service because the value of the property already contains
the sum which has been accumulated for its future replacement,
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and earnings from any investment of replacement funds (whether
in property or in securities) operate solely in the benefit of the
consumer.
(3) If it be suggested that the depreciation reserve should be
deducted from the cost of the property (or its fair value at the
date from which public regulation begins, plus additions at cost)
each time the question of the propriety of the existing rates arises,
then, of course, the utility should be entitled to the same rate of
return on the money invested in the replacement reserve funds
(whether it be a deposit or be invested in extensions to the prop
erty or be in securities) as it is on the money invested in the
property itself. However much contention there may be about
the question of whether or not depreciation should be deducted
from the cost (or value of the property at the date when a utility
is brought under public regulation) I have not yet heard any one
suggest that future depreciation reserves should be deducted
from such cost (or value of the property) after the utility has
been brought under public regulation. The whole controversy
seems to have raged around the starting point, but there would
not seem to be any question about the values upon which a utility
is entitled to a return after the time when all additions to the
property have been brought under the control of regulatory
commissions. These values would be the fair value determined
at the time the utility was brought under regulation plus the
cost of such subsequent extensions and betterments as are
financed by the sale of new securities.
(4) If the utility obtains an income from the established rates
for service, neither more nor less than an amount which will
reimburse it for all operating expenses including current main
tenance, taxes and depreciation, plus the agreed-upon fair return
on the investment in its property (which includes not only the
fixed property but all property used in rendering the service),
then the only interest which the public has in the depreciation
or replacement reserve funds is that such funds be neither more
nor less than necessary to replace all property at the proper time
and that they be available when needed so that the public service
will not suffer.
(5) Theoretically, it is true that the reserve for renewals and
replacements (call it depreciation, retirement expense, or by any
other title or titles given to this account or subdivision thereof)
has been provided by the present consumer for the future main
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tenance of the plant, and the public has, therefore, an interest
in the use made of any funds created through such reserves. It
also has an interest in the actual or potential earnings of such
funds. Theoretically, it is also true that such funds merely
measure the value of the property worn out, lost or become obso
lete in rendering service, and hence the funds are the property
of the utility as much as the illustrative pole mentioned by the
public-utility officer. It is the contention of the utility officer
that the money belongs to the utility as much as the pole, and
that the public has merely paid the utility for the property used
up in rendering service in the rate which it has paid for the service.
However, we can not stop here and fail to recognize that, pri
marily, the utility exists to render a specific public service and
that if the pole is necessary to render this service the utility
should neither be permitted to sell the pole without replacing
it nor to use its retirement and replacement funds without giving
the public the benefits derived from their use. Moreover, we
must always keep in mind that the utility is at all times entitled
to a return on the value of the pole and not on the sum of the
value of the pole and the amount which it has received from the
consumer for retirement or replacement of the pole.
If it be assumed that the utility is limited to a fixed and specific
rate of return, then the scale of rates for service should include
provision only for such rate of return on the cost of the property
(or agreed-upon value at the date regulation began, plus additions
at cost). If the utility invests its renewal and replacement funds
in additions and betterments (and is coincidentally permitted
to capitalize them by issuing additional securities), it will, to the
extent of such investment, receive the specified rate of return, not
only on the original cost of the property but also on the funds
provided by the consumer to replace the property at some future
time. This situation seldom, if ever, arises in practice. Usually
additions precede the authority to issue additional securities.
If the utility, as suggested by the engineer, deposits such funds
or invests them in low-interest-bearing securities its aggregate
income will be that much less and it would be necessary to obtain
from the rates for service as much more as is measured by the
differences between the income from investment securities and
the potential income from investment in the property. But
the public is not benefited by an unwise economic policy which
ties up funds at a low rate of interest when they could be more
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profitably employed by investing them in the property of the
utility. There may be merit in Mr. Call’s suggestion to divide
the benefit from the useful employment of these funds between
the public and the utility, and there may well be instances when
practical equity would be served by adopting some such expe
dient as he suggests. This procedure would not result in giving
the public any added advantage except the one secured to it by
giving the utility an incentive to make the best possible use of
these funds.
(6) The practical application of theoretically sound expedients
is fraught with very great difficulty, and, at best, only a very
rough approximation toward the equitable handling of public
utility problems can be made by public-utility commissions or
other regulatory bodies. Rates of interest, guesses concerning
a proper allowance for depreciation (or replacement reserves)
and even the dimensions of the measuring stick itself, the dollar,
are in a continual state of flux and change. The error in properly
forecasting and using any one of these and other factors intro
duces a more disturbing element in approximating the rough
equity striven for in rate regulation than does the failure to ignore
such theoretical refinements as suggested by Mr. Call.
(7) In 1914 the writer’s firm was employed to assist the public
utilities commission of Ohio in prescribing a uniform classifica
tion of accounts for electric utilities. Because this classification
deals with the general subject of replacement funds, it may be
worth while to quote the provisions relating to this subject which
were prescribed by the Ohio commission. These provisions
reflected the opinions of the writer at a time when he had given
much careful thought to the problem. The provisions relating
to renewal and replacement funds and the general subject of
depreciation or, as it is styled in this document, “deferred up
keep,” are explained and defined in a separate chapter of the
classification and are given as follows:
PROVISIONS FOR DEFERRED MAINTENANCE

Definitions and Explanations
The law of Ohio relating to this matter is as follows:
Depreciation account
“Section 614-49—Every public utility shall carry a proper and adequate
depreciation or deferred maintenance account, whenever the commission
after investigation shall determine that a depreciation account can be
reasonably required. The commission shall ascertain, determine and
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prescribe what are proper and adequate charges for depreciation of the
several classes of property for each public utility. The charge for depre
ciation shall be such as will provide the amount required over and above
the cost and expense of maintenance to keep the property of the public
utility in a state of efficiency corresponding to the progress of the art or
industry. The commission may prescribe such changes in such charges
for depreciation from time to time as it may find necessary.”

Depreciation fund
“Section 614-50—The moneys for depreciation charges thus provided
for shall be set aside out of the earnings and carried as a depreciation fund.
The moneys in such fund may be expended in new construction, exten
sions or additions to the property of the public utility, or invested, and
if invested, the income from the investment shall also be carried in the
depreciation fund. Such fund and the proceeds thereof may be used for
the purpose of renewing, restoring, replacing or substituting depreciated
property in order to keep the plant in a state of efficiency. Such fund
and the proceeds or income therefrom shall be used for no purpose other
than as provided in this section, except upon the approval of the com
mission.”

In order to provide the bookkeeping machinery for making
a proper record relating to the matter of deferred maintenance,
each utility shall keep the following four accounts:
No. 27: Deferred upkeep (or some sub-account thereunder).
This account will measure the deferred expenses for future main
tenance chargeable against the current operations, in accordance
with the provisions made by the management of the utility to
take care of such deferred expense.
No. 93: Reserve for deferred upkeep (or some sub-account there
under). This account provides the bookkeeping machinery
through which to record the entire history of the transactions
affecting the deferred maintenance.
No. 63: Deferred upkeep fund. This account will represent
an actual fund, set apart from the current receipts, from which
to defray the future cost of deferred maintenance.
No. 85: Borrowings from deferred upkeep fund. This account
will measure the amount of the deferred upkeep fund expended
or in process of being expended for new construction, extensions
or additions, permitted to be made by the utility under section
614-50.
Account No. 27, deferred upkeep, shall be charged, and account
No. 93, reserve for deferred upkeep, shall be credited monthly,
or annually, with such an amount as in the judgment of the
management will be sufficient to maintain the structures and
equipment of the utility as an efficient instrument for rendering
service for all time.
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Account No. 63, deferred upkeep fund, shall be charged and
current cash credited monthly or annually for the amount trans
ferred to the deferred upkeep fund equal to the charge to deferred
upkeep and the corresponding credit to reserve for deferred up
keep.
For class A utilities, both the maintenance charge for deferred
upkeep and the corresponding credit to the reserve have been
subdivided as follows:
Account
Account
No.
Credits
No.
Charges
271—Extraordinary repairs
931—Reserve for extraordinary repairs
932—Reserve for renewals and replace
272—Renewals and replacements
273—Contingencies
ments
933—Reserve for contingencies

The deferred upkeep fund, however, need not be so subdivided.
The charges to deferred upkeep for such anticipated extraor
dinary repairs, renewals and replacements, and contingencies,
shall be determined by the management of the utility, taking
into consideration all material experience of the past, as well as
the best estimate of the future, and shall be so fixed as to dis
tribute the burden of such deferred expense, as nearly as may
be, evenly throughout the useful life of the property.
Pending the making of rules by the commission under the
authority of section 614-49, the utility shall furnish to the com
mission annually a summary analysis of the charges and credits
to the reserve for deferred upkeep.
The deferred upkeep fund shall be kept separate from the cur
rent cash, and may be deposited in bank or invested in readily
convertible securities. All interest and income from the deposit
or investment of this fund shall accrue to and be charged to the
fund, and credited to the reserve for deferred upkeep, or if, in
pursuance to the permission given in section 614-50, the utility
uses money from this fund for new construction, extensions or
additions to its property, the amount so expended shall be con
sidered as a loan made by the fund, and an entry passed charging
current cash and crediting account No. 85, borrowings from
deferred upkeep fund.
The borrowed money shall be restored to the deferred upkeep
fund whenever necessitated by the demand upon the fund for
defraying expenditures for deferred maintenance.
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The credit balances appearing in any reserve accounts relating
to the fixed assets of the utility as of December 31, 1914, for
depreciation or for deferred maintenance, as herein defined, shall
be carried forward intact on the books of the utility as of that
date. On January 1, 1915 (or as soon thereafter as the utility
shall have provided for the accounts prescribed in this classifi
cation), an entry shall be passed as of January 1, 1915, charging
all such accounts and crediting reserve for deferred upkeep or,
in the case of class A utilities, one or more of its subdivisions as
the management of the utility may decide. As of the same date
a journal entry shall be passed charging deferred upkeep fund
and crediting borrowings from deferred upkeep fund for the total
amount of such reserves.
When extraordinary repairs as later defined herein are made,
the cost thereof shall be charged to the reserve for deferred up
keep (class A, reserve for extraordinary repairs) and defrayed
from the deferred upkeep fund.
When items of tangible fixed assets are retired from service,
whether as the result of wear and tear, breakage, supercession,
discontinuance of use, or as the result of contingencies as herein
defined, they shall be credited at their original cost (estimated
if not known) to the fixed asset accounts affected, and charged
to the reserve for deferred upkeep, (class A, reserve for renewals
and replacements). Their then value, if any, as second-hand
material or junk, shall be charged to the sub-account “scrap”
under account No. 73, materials and supplies, and credited to the
reserve for deferred upkeep (class A, reserve for renewals and
replacements). The proceeds from the sale of such scrap shall
be transferred periodically from the current cash to the deferred
upkeep fund, and any errors in the estimate of the value of such
scrap, as determined by its sale or other disposition, shall be
adjusted between the accounts involved.
When items of fixed assets thus retired from service are re
newed or replaced, the total cost of the new property shall be
charged to the appropriate fixed asset accounts, and such por
tion only of the renewal or replacement as is measured by the
credit to the fixed asset accounts for the retirement of the property
renewed or replaced shall be defrayed from the deferred upkeep
fund.
Deferred upkeep or deferred maintenance consists of such
expenditures necessary to be made in the future in order to keep
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the structures and equipment composing the physical plant of
the utility in proper state of repair and efficiency, whether such
maintenance be necessitated by wear and tear, accidental break
age, destruction by casualties, or by supercession due to changes
in the art.
Current repairs are not chargeable to deferred upkeep and are
provided for herein by direct charges to the several maintenance
accounts in the classification, and are defined as the ordinary
current daily, weekly or monthly repairs, necessary to be made
to a similar extent, one year with another, to keep the plant in
current operating condition.
Extraordinary repairs are defined as the larger and more un
usual repairs made to structures or equipment, the deterioration
of which has been accumulating for a period of time and which,
in the nature of things, it would be impracticable to overcome
by current repairs. Provision for such repairs through charges
to deferred upkeep serves the purpose of distributing the burden
of such expense over a similar period of time and also of equalizing
cost statistics.
Renewals and replacements are defined as the cost of rehabili
tation of such a complete unit of structure or equipment as can
be identified in the property accounts of the utility. When the
use of any tangible fixed asset is discontinued it shall be treated
as retired, whether renewed or replaced or other property substi
tuted therefor or not.
Contingencies are defined as the additional cost of maintaining
the structures and equipment of the utility resulting from cas
ualties and events of an unusual, extraordinary and unforeseen
character, not covered, or which in the judgment of the com
mission it would not be good business practice to cover, by in
surance. The character of these contingencies is so varied that
it is not possible to anticipate in what form they will arise.
Among others there are storms, floods, fires, explosions, strikes,
riots, civil disturbances and other similar disasters, involving
destruction of property and part or complete suspension of service.
The effect of contingencies is two-fold, (1) to hasten the date
when the property involved needs to be repaired, renewed or
replaced, and (2) to occasion losses and require expenditures
additional to the cost of restoration of the structures and equip
ment reflected in the fixed asset accounts. Class A utilities shall
charge to the reserve for renewals and replacements so much
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of this cost as is reflected by the credit to fixed asset accounts for
property retired, and the remainder of such cost shall be charged
to the reserve for contingencies, and defrayed from the deferred
upkeep fund.
At the close of any reporting period class A utilities may, by
proper adjusting journal entries, transfer balances comprising
the reserve for deferred upkeep from one subdivision of the re
serve to another, in order to equalize and adjust any errors of
judgment in making the estimates for the several classes of de
ferred maintenance.
In the case of classes B, C and D utilities the charges to the
subdivisions of the deferred upkeep and the credits to the sub
divisions of the reserve for deferred upkeep, prescribed for class A
utilities, may be made to the account, deferred upkeep, and to
the account, reserve for deferred upkeep.
The requirements relating to the setting aside of the deferred
upkeep fund will be complied with by periodical reimbursement
to the fund cash or the current cash, as the case may be, of the
difference between the receipts that accrue to the fund and the
disbursements payable from the fund, and it will not be neces
sary to pay vouchers by a separate series of cheques drawn against
the fund for such items as are payable from the fund. If receipts
accruing to the fund and expenditures payable from the fund
are not currently deposited therein or disbursed therefrom, an
accounting may be set up on the books of the utility in such a
manner as will preserve a permanent record exhibiting the fol
lowing :
Fund receipts by current cash—Dr.
(1) The sum total of all charges to deferred upkeep for the
period.
(2) Receipts from the sale of scrap from retired or abandoned
property for the period.
(3) Receipts, if any, from earnings on fund investments for
the period.
(4) All other receipts properly accruing to the fund for the
period.
Fund disbursements by current cash—Cr.
(1) Borrowings from deferred upkeep fund for the period.
(2) The portion of the cost of renewals and replacements
credited to fixed asset accounts and charged to the reserve,
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measuring that portion of the cost of the property retired for the
period which has been replaced.
(3) Extraordinary repairs, measured by the charges to reserve
for extraordinary repairs for the period.
(4) Contingencies, measured by the charge to the reserve for
contingencies for the period.
(5) All other expenditures properly payable from the fund
for the period.
The excess of the fund receipts over the expenditures payable
from the fund, shall be transferred from the current cash to the
deferred upkeep fund, or vice versa.
The foregoing requirements are prescribed both for privately
and municipally owned utilities. Municipally owned and oper
ated utilities shall raise the reserve for deferred upkeep provided
for herein, and concurrently make the proper complementary
charges to deferred upkeep.

Note.—Under the system of accounts prescribed herein, it
is possible for the reserve for deferred upkeep to stand in debit
balance. When the reserve for deferred upkeep stands in debit
balance it will be treated on the balance-sheet in the report to
the commission as a minus proprietary interest; when it stands
in credit balance, as a plus proprietary interest.

It is interesting to note that in the tentative draft of this order
of the commission provision had been made for interest at the
current rate on credits to the account entitled borrowings from
deferred upkeep fund. However, after considerable discussion
at meetings attended by representatives of the utilities and repre
sentatives of the commission and after careful consideration by
the commission itself, the provision for interest on borrowings
from replacement funds was left out of the final classification
because it was believed that the practical problems involved in
an attempt to approximate equity in dealing with questions of
rate regulation were difficult enough without complicating them
by such theoretical refinements in a scheme of accounts, the pri
mary purpose of which was to accumulate and record facts which
might make possible a rough attempt to arrive at practical equity
in specific cases.
This article was primarily prepared in response to a request
to make comment upon the proposal of the consulting engineer
(anonymous) referred to by the officer of a public utility (also
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anonymous) and the letter of Mr. Call. Hence, the following
summary of the points at issue:
(1) The replacement reserve funds belong to the public-utility
corporation and, upon its liquidation or upon cessation of public
regulation or other reason which results in the specific corpora
tion no longer being under the regulatory control of the public
utility commission, these funds are the private property of the
corporation to deal with as it sees fit.
(2) The replacement reserve funds have been provided by
the consumer and so long as the utility continues to render public
service the regulatory authorities have the right to prescribe
how they may be employed, whether by investing them in ex
tensions or improvements to the property or by investing them
in securities or keeping them on deposit or by all these methods
of investing them.
(3) To require these funds to be kept on deposit or invested
at a low rate of interest (except that in some rare specific cases
this may be indicated to be necessary to finance needed replace
ments) can only operate to the detriment of the public in that
a larger revenue must be obtained from rates for service measured
by the difference between the income from investments and the
larger income when more profitably employed.
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